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EDITORIAL DEPARTMENT NOTE 


with new problems and opportunities, both as an accountant and as a 

New York pter has planned its program for the curren 

around the query, “Is the growing to use accounts ac- 

counting as a means of economic and social control a danger, or a 

benefit to business?” The article in this issue of the Bulletin was the 
address in this series. 

Professor Thomas H. the author of this article, needs no 
in. oduction to N. A. C. A. mem He has long been active in the 
Association as a cha and conference speaker, as author of numer- 
ous articles, and in } management of the Association. He served as 
President of the Boston Chapter in 1924-25 and as National President 
in 1931-32. He is at present a member of the Finance Committee. 
Professor Sanders is Professor of Accounting of the Graduate School 
of Business Administration, Harvard pers with which he has 
a ee ae 1921. the period he has served his Gov- 
ernment accoun profession on many important assign- 


Division of Purchases, 
Office of Production Management ; and a Nad, ap Adjust- 


Navy Department. Professor Sanders is well Td oe 
rent trends in the use of accounts as a tool of economic and social 


In publishing them the Association is not the view ex- 
pressed, but is endeavoring to provide for its members material which 
will be helpful and stimulating. Constructive ¢ are wel- 
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ACCOUNTING AS A MEANS OF SOCIAL AND 
ECONOMIC CONTROL 


By Thomas H. Sanders, Professor of Accounting, 
Graduate School of Business Administration, 
Harvard University, Boston, Mass. 


Introduction 


most of our time as cost accountants is necessarily taken up 

with problems involving costs of particular contracts, specific 
products, individual departments or activities, unit costs of single 
operations, and the like. Questions of cost allocation on these and 
other bases are studied from various points of view. It has usually 
been the custom, as one aspect of such arguments, to assume or at 
least to recommend that the cost accounting records be tied in with 
the financial records. This is desirable for the double purpose of 
exercising a check and control over the cost calculations which 
would otherwise be missing, and also to derive from the cost 
records a good deal of necessary support for such items as inven- 
tories in the balance sheet and cost of goods sold in the income 
statement. These matters are of great and increasing importance, 
far more so than many people realize. It is entirely proper that 
they should receive so much time and consideration, and in the 
future they will doubtless receive more consideration rather than 
less. 

But the point of departure for this discussion is that these and 
other related accounting questions have ceased to be wholly domes- 
tic and internal problems of the individual business man or corpo- 
tation. In various ways they have become “affected with a public 
interest,” as the phrase goes in speaking of public utilities. The 
public, and on behalf of the public the government, think they 
should have a voice in these matters, because in one way or another 
they have an interest in them. On the one hand, therefore, agencies 
of the government show an increasing tendency to preseribe the 
tules of accounting, while on the other hand they make increasing 
use of the pronouncements and opinions of accountants, in the 
search for support for their own policies and practices. “Generally 
accepted accounting principles” have become storm centers in all 
kinds of controversies. In these circumstances it becomes account- 
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ants to be more and more awagg of these growing social and eco- 
nomic aspects of their work. Some queer and surprising turns of 
interpretations have been given’ to opinions and expressions which 
accountants have used among themselves, inside the family, so to 
speak, but which, when torn from their context and applied to 
questions under public discussion, are often given a significance 
which the or‘ginal authors did not contemplate. 

Many of these questions are of a cost accounting character in 
that they involve problems of allocation, amortization, applicability, 
and the like. But whether or not they are recognizable as cost ac- 
counting questions, they certainly form part of the larger account- 
ing field to which all of us contribute. In the minds of many for- 
ward-looking accountants they are today the most important prob- 
lems to which accountants can address themselves, and are likely to 
become increasingly so in the future. 


Taxation 

One of the fields to which accounting must necessarily make an 
important contribution is taxation, clearly a question involving 
public policies to a very extensive degree, as well as some of our 
most violent controversies. Originally it was the avowed purpose 
and intention that income for tax purposes should be determined 
along the lines of generally accepted practices, and this profession 
is still for the most part lived up to, but a disturbing number of 
cases occur to which it would be permissible to borrow the language 
of the fiction writers and say that any resemblance between tax 
accounting and generally accepted accounting principles is wholly 
accidental. 

It would be impossible to give a comprehensive treatment to this 
subject in a single article, and there are other matters I wish to 
talk about. On tax accounting, therefore, let me get away from 
generalizing and refer to a case which furnishes a specific example 
of what seems to be a misunderstanding of cost accounting prac- 
tices in a tax question which came before the Supreme Court of the 
United States. In Butler Brothers, Appellant, vs. Charles J. Mc- 
Colgan, as Franchise Tax Commissioner of the State of California, 
the Supreme Court on March 2, 1942, upheld the State of Cali- 
fornia in levying a certain tax. The California statute imposed this 


tax on net income made within the state. It went further, and 
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prescribed that when a business corporation derived income from 


‘a number of states, it should compute the California net income by 


allocating total costs of the company to the several states on a pro- 
rated basis related to sales, “or by such other method of allocation | 
as is fairly calculated to assign to the State the portion of net in- 
come reasonably attributable to the business done within this State 
and to avoid subjecting the taxpayer to double taxation.” The ap- 
pellant company made a profit on its business as a whole, but kept 
separate books for its business in California, which showed a loss. 
Nevertheless the California Tax Commissioner found a profit on the 
California business by computing the share of the aggregate com- 
pany costs to be allocated to that state by finding the ratio of Cali- 
fornia sales to total sales, as anyone could by simple arithmetic. In 
other words, this arbitrary proration was accepted as superior to 
the specific accounting records of the company. 

The point of interest for us is that the court claimed the support 
of generally accepted accounting principles for this decision, and 
the sad part about it is that probably all of us have at times used 
language which could be made to give some colot and support to 
this notion. All of us have talked about prorating costs in propor- 
tion to sales, among other bases, and most of us have done a good 
deal of it. But we have always done it with the realization that the 
prorating was an arbitrary procedure, only to be justified on the 
ground that actual figures for the particular divisions or depart- 
ments were either unavailable, or only to become at by an unwar- 
ranted amount of labor and expense. But there has never been 
doubt in any accountant’s mind that when specific figures were 
readily available they certainly represented a more accurate show- 
ing of the facts than any results produced by prorating the aggre- 
gates. The court said that the method of allocation “admittedly fol- 
lowed recugnized accounting principles.” This is true only in the 
sense already described ; it is not true in the sense that accountants 
would choose to resort to such a prorating when soit figures 
were furnished by the books of account. 


Economic Distribution and the Income Statement 


The most disputed area of economics is that which deals with 
“distribution,” which in this connection means the division of the 
wealth produced among the different groups which contribute to 
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its production. The classic factors of production generally recog- 
nized in economics have been land, labor, and capital. In modern 
times many are disposed to add a fourth factor, the government, 
as a participant or sharer in the wealth produced. Under present 
conditions this is appropriate and necessary, and in accounts the 
share taken by the government is currently a conspicuous item and 
one that involves many accounting problems. The place of the gov- 
ernment as a contributor to the production of the wealth which is 
being divided is a much more obscure or indirect process. Certainly 
it is on a very different footing from land, labor, and capital, its 
share being determined by the national necessities rather than by 
what would commonly be regarded as economic considerations. 
There is much to be said for separate consideration of a fifth fac- 
tor or agent of production, namely management, though most 
economists have preferred to regard it as a subdivision of the labor 
factor. 

Broadly speaking, there have been three types of approach to the 
problem of the distribution of wealth among those who produce it. 
The first has accepted the free enterprise system as the status quo, 
and has proceeded to inquire, in a mathematical or as some would 
say a non-moral fashion, what under those conditions would be 
the share of the total product that would be likely to go to each 
class of contributor or production group. 

The second type of approach agrees to retain and support the 
private enterprise system as the most beneficent and advantageous 
system for all, but says it must take note of the inequalities of the 
results which come from the system of unfettered competition and 
must do something to redress them. These inequalities in reward, 
say those who hold this view, are not reflections of the unequal con- 
tributions of the different productive groups, but rather are gov- 
erned by their unequal bargaining powers. They therefore under- 
take to adjust these bargaining powers in one way or another, with 
the government more and more invoked as an arbiter in the dispute. 

The third stage, illustrated in its most extreme form by the Rus- 
sian experiment, abandons the private enterprise system and places 
the entire direction and control in the hands of the government. 
This means that the methods and machinery of economic bargain- 
ing among free agents are replaced by political bargaining within a 
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political group, with an autocratic, dictatorial power at the top. 
Without going into lengthy argument it need scarcely be said that 
the people of the United States and of other democratic countries 
do not and will not accept such a solution. Not only will they 
refuse to surrender their hard-won political liberties in exchange 


' for alleged economic advantages ; they will believe, and will be able 


to bring the strongest kind of evidence in support, that their ma- 
terial well-being also will be best served under a system of free 
enterprise. 

What has accounting to do with economic distribution? The 
answer is that the income statement of every business enterprise 
is an exercise, or at least an exhibit, of the distribution of wealth. 
The sum of all the income statements of the country, if they could 
be added up on the basis of sound classifications with proper safe- 
guards against duplication, would furnish the facts as to the na- 
tional distribution of wealth for the period covered. Furthermore, 
there is a growing tendency for these income statements to be in- 
troduced as evidence when disputes arise as to the division of the 
aggregate wealth produced by the corporation, and the income state- 
ment does indeed furnish some very compelling arguments within 
this area, arguments which will be very persuasive to those who are 
both intelligent and open-minded. 

One of the most important considerations to be brought out in 
this way is the fact that a business corporation is not in itself the 
original source of its gross income; nor can it multiply that gross 
income at will. There has been too much tendency to regard a cor- 
poration—a large corporation especially—as an inexhaustivie store- 
house of money which it could freely dispense if only it were 
benevolent enough to do so. The source of the income, and of the 
money which it represents, lies in the customers of the corporation. 
They contribute the funds, and in a free market they will decide 
how much they are willing to pay for the goods and services fur- 
nished to them by the business. In this respect the business corpo- 
ration is a mere transmitter of the amounts paid in by the ctistomers 
to those who contribute to production and therefore share in the 
income. Any change in the share of one group of contributors must 
therefore be effected in one of two ways—an increase in the share 
of one group must either come from a decrease in the share of 
other groups, or else it must come from an increase in the total 
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amount paid in by customers. The latter has obvious limitations in 
a freely competitive market ; within considerable limits the custom- 
ers are in a position to refuse to pay such an increase; if an at- 
tempt is made to insist upon it they will take their money and spend 
it elsewhere. 

The accountant is so well trained in these matters by the disci- 
plines of his practice that he is apt to overlook the state of mind of 
those who do not have the advantage of the same kind of training. 
Nor is it to be supposed that these limitations apply only in a 
private enterprise system; the same would be true in a completely 
socialized state, the only difference being that in the free economy 
the customers will decide, while in the socialized state the govern- 
ment will decide questions between producers and consumers. Pre- 
sumably those who prefer the socialized state do so on the assump- 
tion that they would be able to persuade or compel it to adopt their 
point of view more readily than they could persuade a group of 
free customers in a free economy. This could only mean compulsion 
of the majority by the minority, and whether they could do it or 
not is a question very much second in importance to the evil con- 
sequences of having that kind of state. 

An excellent example of the use of the income statement in sup- 
port of reasoning about the relative shares of different groups is 
afforded in a “Statement of Enders M. Voorhees, Chairman of 
Finance Committee, United States Steel Corporation before Na- 
tional War Labor Board, Steel Panel” dated March 23, 1944. He 
presented two sets of income statements to the Board, one showing 
the actual figures of the first quarter of the years 1941 to 1944, and 
the other showing income statements for the full years 1942 to 1945 
(1944 and 1945 estimated) in a form to illustrate what the effect 
would be if wages of the company’s employees were increased by 17 
cents per hour. These statements are reproduced here as Table 1 
and Table 2. 

Table 1 shows very well the transmission or intermediary aspect 
of the company’s financial functions. It shows at the bottom what 
tonnage of products was sold to customers ; at the top it shows how 
much money the customers paid for these products, following which 
is given the distribution of this amount among the several contribu- 
tors to the production of the goods sold. Several of these items 
are of special interest to this discussion. The first item, “Employ- 
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TABLE 1 
U. S. STEEL FIRST QUARTER RESULTS—1941-1944 
(In Millions) 
FIRST QUARTER 
1942* 1943* 
Received from customers $432.4 $4398 


Disposed of as follows: 
Employment costs 132. 176.4 206.8 
Products and services : 152.8 147.6 
Wear and exhaustion of facilities. . 24.5 27.8 
Estimated additional costs applicable 
to this period arising out of war.. 
Interest and other costs on long- 
term 
State, local, and miscellaneous taxes 
Estimated Federal taxes on income. 


Dividends—preferred 
common 


* Published quarterly figures have been adjusted to the yearly basis for 
Federal taxes on income and pension costs. 


Source: Statement of Enders M. Voorhees, Chairman of Finance Com- 
mittee, United States Steel Corporation, before National War Labor Board 
Steel Panel, May 23, 1944. 


ment costs,” includes salaries and wages paid to employees, also 
costs of pensions and social security taxes. The increases in these 
amounts are very marked over the four years and are much 
greater in proportion than the increases in tonnage of products 
shipped to customers. The second item, “Products and services 
bought,” is also a very large item. It would consist principally of : 
purchased raw and process materials such as manganese and zinc 
ores, coal, coke, fluxes, metallic furnace additions, and scrap ; fuel 
oil and other fuels; utilities; material for further conversion, fab- 
rication and resale ; tin, copper, and other coating materials ; cable 
and rope material; miscellaneous stores and operating supplies, 
transportation charges ; rents, royalties, and general purchased serv- 
ices performed by other parties. All of the listed items would in- 
clude as a major part of their price determination the cost of em- 
ployment sustained by the supplier in the preparation and transpor- 
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TABLE 2 


EFFECT ON U. S. STEEL OF 17 CENTS PER HOUR 
INCREASE IN 1944 AND 1945 


(In Millions) 
1943 1944* 1945* 
$1,9768  $1,9768  $1,9768 


Employment costs 912.9 1,050.4¢ 1,050.47 
Products and services bought 705.6 705.6 705.6 
— and exhaustion facil- 

134.0 134.0 134.0 


Estimate additional csi 

appli to 

arising out of war t 25.0 25.0 
Interest and other costs on 


ft Includes $137.5 million for cost of 17 cents per hour wage increase plus 
security taxes and pensions. 


Source: Statement of Enders M. Voorhees, Chairman of Finance Com- 
mitte, United States Steel Corporation, before Netwal War Labor Board 
Steel Panel, May 23, 1944. 


tation of the goods and services to U. S. Steel. The item, “Esti- 
mated Federal taxes on income,” shows the Government’ s share 
in the total receipts from customers. 

The two items of interest and dividends represent the compen- 
sation going to those who provide the tools and facilities with which 
the production is not only helped but very greatly augmented. The 
use of these tools and facilities increases enormously the produc- 
tion of labor, and therefore makes possible a great enlargement of 
the share of labor in the total product. Assuming that the free 
economy is going to continue, there can be no question but that an 
adequate compensation to those who in this way furnish the tools 
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( Received from customers ..... 
; Disposed of as follows: 
: call 
and 
ing, 
the 
— long-term debt .......... 6.2 6.3 6.3 6.3 lon; 
State, local, and miscel- plic 
. laneous taxes ........... 48.2 41.6 41.6 41.6 
&§ Estimated Federal taxes on mez 
income : 
Normal and surtax..... 65.5 65.5 5.8 58 
“4 Excess profits ......... 87.6 22.5 sia al he : 
Dividends—preferred ...... 25.2 25.2 25.2 25.2 a 
common ....... 34.8 34.8 34.8 oil us. 
&§ Carried forward .......... 11.2 34 (—) 35 (—)125 A 
Total $1,863.0  $1,9768  $1,9768  $1,9768 tate 
4 * Based on 1943 results. 
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and facilities is indispensable, and this compensation must be suf- 
ficient to furnish an inducement such as will bring out all the cap- 
ital that is needed to equip industry with the most modern and up- 
to-date tools. 

It would be idle to suppose that a study of the income statement 
can by itself settle such controversial issues, but it would be still 
more mischievous to suppose that these issues can be settled without 
such knowledge and without a deep understanding of all the impli- 
cations of the income statement. In the absence of this knowledge 
and understanding the results arrived at are likely to be blunder- 
ing, to say the least, and very far from that social justice which is 
the avowed object of the inquiry. Mr. Voorhees is, from his life- 
long experience, both in the practice of accounting and in its ap- 
plication to the problems of business, well qualified to point out the 
meaning of the income statement in relation to these questions of 
division of the total income, and to the best interests of society. As 
he says, “This matter of producing more and better goods goes to 
the very heart of our national life and intimately concerns all of 
us.” 

Any policy, whether of production or of distribution, which mili- 
tates against “more and better goods” is in the long run contrary 
to the interests of society as a whole and of every individual in it. 
While some few individuals may occasionally profit from scarcity, 
yet the general welfare is served only by abundance; at any rate 
this is true of all the basic commodities and products of daily use. 
Particular business concerns have sometimes been accused of seek- 
ing to profit from scarcity and. have rightly incurred the indigna- 
tion of the public. We certainly cannot condemn these practices in 
individual business enterprises and smile upon them when followed 
by organizations such as farmers’ associations or labor unions, or 
by the government itself. 

Study of the income statement in all its implications not only 
throws a great deal of light upon these questions, but also furnished 
some inexorable limitations upon the possible solutions. Out of it 
all emerges the great truth that the several groups who contribute 
to production have far more to gain by cooperating to increase the 
aggregate income than by disputes among themselves about Tanger 
Shares of the existing income. 
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Public Utility Regulation 

One of the oldest fields for the application of accounting methods 
and controls for political and social ends is that of the public util- 
ities. Almost from the beginning of the history of the Interstate 
Commerce Commission’s regulation of railroads the use of ac- 
counting has been an instrument of control and has become in- 
creasingly so with the passage of years. This again is natural and 
to be expected and if honestly and candidly followed will meet with 
objection from very few people. Once more the all-important thing 
is that the accounting adopted for this purpose shall be sound ac- 
counting and shall satisfy the conceptions of responsible account- 
ants as to what is appropriate in the circumstances. In several im- 
portant respects this has not been done, and accountants are watch- 
ing the development of these matters with concern. 

The most important single question in this area relates to the ac- 
counting for public utility property, and this importance derives 
from the relationship between property accounting and the rate 
base. An evolutionary movement is in process, the end of which is 
by no means clear, though recent cases have brought the issues out 
into the open with considerable definition. It is now generally 
known that the Federal Power Commission and the Federal Com- 
munications Commission have taken a leading part in prescribing 
“original cost” as the basis for property accounting and that this 
lead has been extensively followed by the state commissions. “Orig- 
inal cost” is defined for this purpose as the cost to the owner who 
first devoted the property to public utility purposes. If the prop- 
erty has subsequently changed hands at prices different from this 
original cost, the difference is to be recorded in an adjustment ac- 
count. A further regulation states that this adjustment account is 
to be written off as the commission may direct. 

These provisions have created a good deal of concern among 
public utilities, since the implications of the situation are, first, that 
the commissions will regard amounts placed in these adjustment 
accounts as having a lower validity than the amounts in the original 
cost accounts, and will order the adjustment accounts written off 
without giving opportunity to the company to recover them through 
ordinary depreciation or amortization charged against income ; and 
second, that having thus written these adjustments off the utility 
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company will not be allowed to include them in the rate base on 
which it would subsequently be allowed to earn a fair return. If 
these results should ensue, they would be violative of standard 
accounting practices as these have long been known to accountants, _ 
which clearly require that property accounts shall show the invest- 
ment of the present owner in the property, that so long as this prop- 
erty is in service it shall remain in the investment accounts and 
there serve as the base against which earnings should be measured, 
and that the company is entitled to depreciate this investment by 
charges against income, and thus have, not the certainty, but the 
opportunity, at any rate, to recover the cost of the property in the 
selling prices charged to customers. 

‘This controversy has followed a long and complicated course. 
It cannot be said that the commissions have engaged in it with com- 
plete candor ; on the contrary they have sought to avail themselves 
of the devious ways of legal procedure. One of the tactics has been 
to divide the question into two stages, in the first of which they 
have sought, by acceptance or by legal enforcement, to have their 
accounting system as such actually put into practice without dis- 
closing what the future consequences may be, but with the implied 
intentions indicated above of subsequently writing off the amounts 
in the adjustment accounts and excluding them from the rate base. 
These later steps are, however, left to be divulged and fought over 
in a second round of legal controversy. 

To some extent this plan was frustrated in the case of the Amer- 
ican Telephone Company with the Federal Communications Com- 
mission, this case representing round one of the controversy in 
which the Commission sought to require its accounting system to 
be adopted by the company. When the company expressed its 
anxiety as to the ultimate purport of these accounting provisions 
Mr. Justice Cardozo asked the Assistant Attorney-General to make 
a statement in writing, in behalf of the Commission, to express the 
views or intentions of the Commission with respect to the > disputed 
amounts. The opinion of the court then proceeded: 

He did this and informs us that “the Federal Communications 
‘Commission construes the provisions of Telephone Division Order No. 
7-C, issued June ot 1935, a to account 100.4” as meaning 
“that amounts included in account 100.4 that are deemed, after a fair 


consideration of all the circumstances, to represent an investment 
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will be retained in that account until such assets cease to exist or are 
retired ; and, in accordance with paragraph (C) of account 100.4, pro- 
vision will be made for their amortization.” 

We bony t this declaration as an administrative construction binding 
7 & ommission in its future dealings with the companies. 

administrative construction now affixed to the contested order de- 

vitalizes the objection that the difference between present value and 
original cost is withdrawn from recognition as a legitimate invest- 
ment. 


The issue which has not yet been fully clarified is what will be 
the ultimate effect of these stipulations, as they have come to be 
called. Since the statement of the Assistant Attorney-General was 
used by the court to rebut the argument of the company that the 
accounting regulations foreshadowed an arbitrary treatment of 
certain parts of their investment in property, one may reasonably 
infer that the court would not approve of such arbitrary treatment 
as might run contrary to the spirit of the stipulations. But that 
question has not as yet come before the Supreme Court, and there- 
fore its answer is not yet known. But the question has been before 
the U. S. District Court for the Southern District of New York 
in the case of the New York Telephone Company versus the Fed- 
eral Communications Commission, which was decided August 24, 
1944, by a three-judge court. In its opinion this court cited the 
stipulations introduced by Mr. Justice Cardozo in the Supreme 
Court case, including the passages cited above. The commission 
had ordered the company to write off in its books certain amounts 
representing excess over original cost, and the company brought 
action to have this order annulled. 

The court said in part: 

The administrative construction referred to, and plainly appearing 
in the stipulation then filed by the counsel for the Federal Communi- 
cations Commission, is not present in any of the other cases to which 
our attention has s oeoes called; and this case, for that reason, if for no 
other, is clearly to be distinguished from those cited. That adminis- 
trative construction, if none other, it seems to us, precludes the action 
now taken until (1) there has been a “fair consideration of all the 
circumstances,” and 2 ) unless the difference between the and 
present cost is not “a true increment of value” but is a “fictitious or 
paper increment”; and action to obliterate must depend upon ‘ 
tia: circumstances” later to be develo loped. } 

Hore there has been no determination whether the difference be- 
tween original cost and the price claimed to have been paid is a true 
increment of value, unless it is the arbitrary determination that it 
cannot be because it is the result of a transaction beween a parent and 
an affiliate. There might be real doubt to make such a determination ft 


based upon any such theory. New York Edison Co. v. Maltbie, 
App. Div. 685-689, aff’d 271 N. Y. 103. 
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On the basis of this argument the court decided in favor of the 
company, thus giving judicial reiteration to the principle that a 
company is entitled to show the full amount of its own investment, 
regardless of the relation of that investment to the earlier invest- 
ment of a predecessor owner, if it is found that the newer invest- 
ment rested upon bona fide values. Presumably the case will be ap- 
pealed, and if so the Supreme Court of the United States will have 
an opportunity to pass upon the question. One circumstance 
which makes this issue interesting is that the legal representatives 
of the commissions have argued that the question has already been 
settled by the courts, and have on these grounds sought to have tes- 
timony as to value shut out from the record. Clearly the New York 
District Court does not think so. 

In the course of this controversy, extensive use has been made 
of quotations from accounting authorities in an effort to support 
the contentions of the regulatory commissions with respect to 
original cost. Naturally they have been able to find many citations 
to the effect that property should be stated at cost, and no doubt 
some of these citations have said “at original cost.” In this matter 
“cost” and “original cost” have frequently been used in the same 
sense, “original” having been added to indicate that the cost was 
not a recent one, but might date back to transactions which oc- 
curred years earlier. There is no warrant in this usage for making 
“original cost” refer to the cost paid by a predecessor owner. 

It will, of course, be recognized that cost to the present owner 
should not be used as a screen to cover fictitious costs not repre- 
senting genuine values and based perhaps on transactions not at 
arm’s length. Most reasonable people will agree to the elimination 
of such amounts. But there has been a growing tendency for the 
commissions to argue that values established in transactions be- 
tween related companies were ipso facto fictitious, an extreme point 
of view that begs the question. The criterion should be the reality of 
the values, and not that they were or were not the result of arm’s 
length transactions. The absence of arm’s length dealings makes 
careful inquiry all the more necessary, but the reality of the values 
is a question of fact which should be explored regardless of rela- 
tionship between the parties. From the point of view of our 
economy as a whole, it would be a damaging blow to have this ques- 
tion decided other than as in the New York Telephone Company 
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case. From the point of view of accountants and good accounting 
practices no other decision would appear possible. The divergence 
between cost and value has always and admittedly been a weakness 
of accounts, though an unavoidable weakness.- The continued in- 
: sistence on “original cost” can only result in enlarging that di- 
vergence and increasing the unreality of the accounts as a reflection 
of contemporaneous conditions. 

Conflicts Among Jurisdictions 

y If the conflicts which have been described between government 
, regulatory authorities and private business enterprises are disturb- 
; ° ing, they become much more so when, as has frequently occurred, 
4 the several governmental authorities differ among themselves. The 
| atempt is sometimes made to show that these differences are more 


imaginary than real, and that they may be reconciled by reference 
to the different purposes of the different government bodies. But 
the problem may not be so easily dismissed. The conflicts which 
have arisen between the viewpoints of different Federal commis- 
sions, between Federal and State commissions, between the SEC 


and the Bureau of Internal Revenue, and between these and the — 


| 
&§ regulatory commissions, are frequently fundamental in character 
; and based upon contradictory and incompatible policies. 

In this connection one is reminded of the official suspicions 
frequently directed against the holding company in business, in- 
cluding the public utility holding company. There ‘has been a dis- 
position to regard the holding company and all its works as con- 

| ceived in original sin and incorrigibly bad. Rather than accept this 

] as a blanket assumption, the regulatory authorities might well in- 
| stitute an inquiry into the real practical business objectives which 

the holding company has been designed to serve. While such an 
"qi inquiry would probably furnish examples that would lend color to 
. the official suspicions, it would also bring to the attention of the 

; authorities a great many perfectly legitimate and proper functions 
of the holding company. It would develop cases of coordination of 
q effort, of elimination of duplication, of the reconciling of con- 
gq flicting policies, of economy in operation, and other phases of good 
A management which contribute to the success of the enterprise and 


q to the welfare of the general ecénomy. 
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If, having discovered these advantages of the holding company, 
the different governmental bodies would apply these ideas to the 
conduct of their own business, great national gains might result. 
One hesitates to suggest the creation of a holding commission, a 
supercommission to regulate the regulators. To do this runs into 
other dangers ; the concentration of powers is in itself a danger, as 
certain government groups have pointed out without too much 
clarity. In some respects it is better to have the several govern- 
mental bodies fighting these questions out among themselves, since 
this condition may result eventually in better solutions of the prob- 
lems and a more just treatment of business enterprise. 

But the existence of so many confused and conflicting policies | 
is not satisfactory. They impose additional burdens and much un- 
certainty upon business, and steps should be taken to reconcile the 
conflicts within the scope of a fundamental policy which would 
give meaning and purpose to all the regulations. 

To avoid misunderstanding, however, it should be stated that it 
would not be desirable to have a supercommission which would 
write principles of accounting which would be made mandatory 
upon everybody. Since accounting is an art and not a science, it is 
essential that a great deal of freedom of expression be left in the 
‘ends of the individual artist; the best results will thereby be at- 
tained in the end. While it is desirable that agreement be encour- 
aged in the areas of definitions of general policies and purposes, 
the exact means by which individual cases may be made to conform 
with these general rules should be left to the proprietors of the 
business and their accounting advisers in as large a measure as 
possible. They know more about the business than any outsiders 
can know, and if left to tell their own story, they are likely to give 
a more reliable and heipful picture of the business and its opera- 
tions than any regulatory body can devise as a general prescription. 

For these reasons it is to be desired that the evolution of general 
accounting rules, when designed for purposes of government con- 
trols and other aspects of the general economy, shall be governed 
by a few basic considerations. First, they should not primarily 
be repressive and prohibitive ; they should be creative and such as 


, will be conducive to the best development of a strong economy. 


Second, in the search for creative rules the regulatory bodies should 
be willing to recognize the basic principles of good management as 
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legitimate reasons for accounting practices and be less disposed to 
be suspicious of such reasons than in the past. Third, the volume 
and extent of such regulations might well be cut down by confining 
them to fundamental principles, while leaving details of mechanics 
and execution to the individual business. Fourth, business com- 
panies and their accounting advisers, both internal and external, 
must, if they expect these problems to be left in their hands, con- 
tinually exercise themselves in inquiries for ways in which to im- 
prove their accounting practices and reports. Their superior knowl- 
edge of the situation puts them in a position to render a better ac- 
counting than can be prescribed for them by outsiders, if only they 
will apply themselves to that task with zeal and good will. It should 
be said that large numbers of our business corporations already do 
this. 
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